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VAQUERO ENERGY LTD. IS A CALGARY-BASED TEAM OF PROFESSIONALS DEDICATED TO THE CREATION 
OF SHAREHOLDER VALUE THROUGH THE ADDITION OF OIL AND GAS RESERVES AND PRODUCTION BY 


EXPLORATION AND DEVELOPMENT ACTIVITIES IN WESTERN CANADA. 


The Vaquero Team 


In addition to the dedicated team Left to right: 


pictured above, Vaquero has Brian Ness, Manager - Drilling & Completions Peg Oneil, Administration Manager 
benefited from the services of several Robb Waldner, President & CEO Sarah Hutchings, Receptionist 
consultants over the last 2 % years. Jim Broughton, VP Engineering & Operations Kim Chernow, Operations Assistant 
Vaquero would like to take this Derek Mlodzianowski, Financial Accountant _Brent Harris, VP Exploration 
opportunity to thank all of those Laurie Stephens, Geological Technician Ken Cruikshank, VP Land 
individuals for their contributions to ~ Bill Osborne, Senior Geologist Ron Hozjan, VP Finance & CFO 

our success. Rick Young, Senior Geologist 

ANNUAL GENERAL MEETING 


The Annual Meeting of Shareholders will be held at 3:30 p.m. on Thursday, May 20, 2004 in the Doll Room 
of the Hyatt Regency, 700 Centre Street SE, Calgary, Alberta. All shareholders are cordially invited and 


encouraged to attend. 

TABLE OF CONTENTS 

1. Highlights - 31 Statements of Cash Flows 

2 _ Message to Shareholders 32 Notes to the Financial Statements 
4 Review of Operations ) IBC Corporate Information 

15 Management's Discussion and Analysis IBC Abbreviations 


28 Management's Responsibility for Financial Reporting 

28 Auditors’ Report 

29 Balance Sheets 

30 Statements of Operations and Retained Earnings (Deficit) 


LR ES 


See 


Three months ended 


Years ended 


December 31 December 31 
% % 
2003 2002 Change 2003 2002 Change 
FINANCIAL ($) 
Petroleum and natural gas sales 6,748,229 1,670,233 304 19,644,632 5,095,040 286 
Cash flow from operations 3,587,341 524,951 583 10,835,702 1,716,855 531 
Per share (basic) 0.09 0.01 800 0.29 0.06 383 
Per share (diluted) 0.08 0.01 700 0.28 0.06 367 
Net earnings 1,631,374 122,276 1,234 4,381,670 164,170 2,569 
Per share (basic) 0.04 0.01 300 0.12 0.01 1,100 
Per share (diluted) 0.04 0.01 300 0.11 0.01 1,000 
Capital expenditures, net 8,613,533 3,857,858 123 31,850,647 10,497,148 203 
Debt, including working 
capital deficit 4,955,640 1,615,596 207 
Total assets 51,356,646 18,834,005 173 
Shareholders’ equity 32,541,849 12,551,160 159 
Weighted average common 
shares outstanding 37,332,811 28,979,404 29 
OPERATING 
Average daily production 
Crude oil and NGLs (bbis/d) 1,307 239 447 896 125 617 
Natural gas (mmecf/d) 4.0 1.2 233 2.6 25 4 
Barrels of oil 
equivalent (boe/d, 6:1) 1,977 439 350 1,328 549 142 
Average product prices 
Crude oil and NGLs ($/bbI) Male 42.54 (11) 40.57 40.78 (1) 
Natural gas ($/mcf) 5.98 7.03 (15) 6.73 3.53 91 
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Message To Shareholders 


Vaquero is in the enviable position 
of demonstrating how substantial 
growth can be achieved at low 
costs through the drill bit. 


Robert N. Waldner 
President and Chief Executive Officer 


We at Vaquero Energy are not into making a fuss about achieving what we said we were going to do but | hope you'll 
allow us at least a low-key smile at what has been a year to make us all proud. 


Vaquero is a Company founded on such traditional principles as honesty, integrity, clarity and hard work. These 
principles, plus the expertise of our talented staff, are the keys to Vaquero's growing success, as illustrated by the 
Company's amazing performance in 2003. 


Vaquero's highlights for 2003 are: 

© Increased production by 142% to 1,328 boe/d from 549 boe/d in 2002. 

© Cash flow up by 531% to $10.8 million from previous year. 

o 2,569% increase in net earnings to $4.4 million in 2003 from $0.2 million in 2002. 


a Proved plus probable reserves increased by 200% to 6.7 million boe from established reserves of 2.2 
million boe at year-end 2002 at a cost of $7.04/boe. 


a Proved reserves rose by 130% to 4.5 million boe at a cost of $11.18/boe. 


a Increased undeveloped land position by 158% from year-end 2002, providing a greatly improved 
opportunity base for future drilling. 


a Cash flow netbacks averaged $22.05/boe as a result of high-quality oil and natural gas production, 
combined with low operating costs. 


© A recycle ratio for 2003 of 3:1 based upon our high cash flow netbacks and our low cost of reserve 
additions. This means that on average in 2003 we were able to add more than three boes of reserves 
from the net cash flow received from every boe produced. 


Looking back to mid-2002, there were signs then that the implementation of our new business plan for the Company 
was having an impact and that 2003 was going to be an excellent year. During 2003, Vaquero's team continued to 
demonstrate success with two new Nisku oil pool discoveries at Pembina, as well as significant gas discoveries at 
Chip Lake and Windfall. Along with the discoveries, our team developed reserves and production in the Pembina and 
McLeod/Goodwin areas. 


| have to say that our success in 2003 exceeded our expectations and that during my 30 years in this business, I've 
never had the pleasure of reporting results like these. Vaquero is in the enviable position of demonstrating how 
substantial growth can be achieved at low costs through the drill bit. 
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In 2003, we chose to raise additional capital by issuing equity. This allowed Vaquero to pursue new opportunities 
generated by our technical staff and still maintain a strong balance sheet, as well as enabling the Company to 
continue its aggressive exploration and development program in 2004. 


Vaquero's management remains cognizant of the dilutive impact of equity financings. In our case, shareholders 
benefited from the initiative. Although the number of shares outstanding increased in 2003, production, cash flow 
and reserves on a per share basis increased by 88%, 383%, and 136% respectively. 


| think it's safe to say we have successfully executed the business plan put forward in 2001, an achievement that's 
being acknowledged in the public markets as illustrated by the growth of our share price. 


OUTLOOK 


Vaquero's strong financial position and its expanding development and exploration programs provide the opportunity 
for another year of exceptional growth for the Company. During the first quarter, the Company has already drilled a 
new Nisku oil pool discovery well at Pembina and has made discoveries in the Chip Lake and Windfall areas. 


This year, we will continue to explore for more Nisku oil pools and further develop existing pools on our extensive 
land holdings in the Pembina area. In other areas of west central Alberta such as Chip Lake, Windfall and 
McLeod/Goodwin, Vaquero will expand exploration and development programs targeting natural gas reserves. In 
addition to the drilling activity, the Company will build pipelines and expand facilities in the Pembina and 
McLeod/Goodwin areas to remove current production constraints. This will provide capacity for shut-in production as 
well as for production from future drilling successes in these areas. 


During 2004, Vaquero can spend up to $35 million on capital projects funded entirely by cash flow and its credit 
facility. Through development of existing reserves, the Company is forecasting to exit 2004 with production between 
3,600 and 4,000 boe/d and average between 3,200 and 3,300 boe/d for the year, which represents more than a 
130% increase from the 2003 average of 1,328 boe/d. Planned facility expansions and pipeline construction in the 
first half of the year will result in production being shut-in or curtailed for periods of time, impacting the Company's 
forecast of average production for the year. 


We at Vaquero continue to have an optimistic outlook for oil and natural gas prices but recognize the uncertainty of 
commodity pricing and the strength or weakness of the Canadian dollar. These things we can't control; however, we 
can focus our efforts on maintaining a strong balance sheet while finding, developing and producing high-quality 
reserves at low costs. This allows the Company to maximize netbacks in periods of strong commodity prices while 
being able to withstand periods of potentially weaker pricing without adversely affecting its business plan. 


We will continue to operate by our principles and strongly held values, all of which will aid in complying with the new, 
tougher, corporate governance and operating guidelines. We also will continue to work with residents in our areas of 
operation to minimize the impact of our activities on their daily lives and the environment. 


Our plan is simple and straightforward and has proven successful over the last 2 % years. We hope you have 
enjoyed the ride so far and that you'll have another great year sharing in our success during 2004. 


ENON ee 


Robert N. Waldner 
President and Chief Executive Officer 
March 31, 2004 
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Vaquero remains committed to its 


Strategy implemented in mid-2001 


Edmonton 
a 


of growing the Company's reserves 


and production through drilling in 


a 
Calgary’. 


west central Alberta. 


2003 GAS PROJECTS 


5 WINDFALL 
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Capital $21.4 million 
Reserve additions 1,912 mboe 
Production additions 1,196 boe/d 


2003 OIL PROJECTS 

Capital $10.5 million 

Reserve additions 2,721 mboe 
© Oil property Production additions 1,420 boeld 
® Gas property 
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In 2003, the Company drilled 32 (16.4 net) wells resulting in 4 (1.5 net) oil wells, 15 (7.2 net) natural gas wells and 13 
(7.7 net) dry and abandoned (D&A) wells. 


In addition, the Company constructed pipelines and expanded facilities, allowing Vaquero to increase production in 

2003 to an average of 1,328 boe/d from an average of 549 boe/d in 2002. The Company increased its undeveloped 
land holdings by 158% in 2003 and currently holds 41,884 net acres, providing exploration and development growth 
potential for 2004 and 2005. 


Although most production increases in 2003 were attributable to Vaquero's Pembina oil properties, the Company's 
natural gas production increased dramatically towards the end of the year as discoveries at Chip Lake and Windfall 
were put on production. The Company's production at year-end 2003 reached approximately 3,000 boe/d, of which 
45% was natural gas. 


This year Vaquero will continue exploration and development activities in west central Alberta where it plans to drill 
up to 32 (16 net) wells. In a capital allocation similar to that in 2003, 35% to 40% of capital expenditures will be 
devoted to the Pembina area where the Company has been highly successful in adding reserves and production 
during the last 2 2 years. The remainder of the capital will be spent exploring for and developing natural gas 
reserves in other core areas of west central Alberta. 


During the first quarter of 2004, the Company drilled 10 (6.0 net) wells, of which 5 (3.0 net) have been successful. 
Currently Vaquero's production is approximately 3,100 boe/d almost equally balanced between oil and natural gas. 
During the first quarter, production was curtailed due to facility construction and maintenance and to seasonal 
operational difficulties. The Company estimates its production averaged approximately 2,600 boe/d in the quarter. 
During 2004, Vaquero anticipates growth in both oil and gas production and reserves as the Company exploits oil 
opportunities in the Pembina area while investing the majority of its budget on its natural gas projects in west central 
Alberta. 
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Review of Operations 


2003 NISKU DISCOVERY 


GG Pool 


HH Pool 


Vaquero's production from the Pembina area is approximately 1,360 bopd and 1.1 mmcf/d of natural gas, which is 
about half the Company's current production. Over the last 2 % years, Vaquero has been very active in the Pembina 
area where it has drilled 11 wells (7 successful), discovered 5 new Nisku oil pools, built pipelines and oil-handling 
facilities to accommodate production from the area, increased its undeveloped land holdings to 25,600 (9,183 net) 
acres and acquired 3D seismic over much of the Nisku fairway. 


Vaquero's light oil and associated sour gas production at Pembina originates from the Nisku formation. More than 
90% of the Company's oil production in the Pembina area is treated at its oil-handling facility located at 11-14-50- 
8WOM, while the associated sour gas is sent to a third-party gas plant for processing and sale. 

In addition to production from the Nisku formation, the Company also has gas production from the Glauconite 


formation. The Pembina area offers development opportunities in the Company's existing Nisku and Glauconite 
pools, as well as exploration potential on its significant undeveloped land position. 


The Pembina area offers development opportunities in the Company's 
existing Nisku and Glauconite pools, as well as exploration potential on 
its significant undeveloped land position. 
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Review of Operations 


2003 

In 2003, the Company drilled 6 (1.7 net) wells resulting in 3 (1.0 net) Nisku oil wells, 1 (0.2 net) Glauconite gas well 
and 2 (0.5 net) D&A wells. Net production from the area increased to approximately 1,540 boe/d at year-end 
compared with production of 500 boe/d in early 2003. One significant component of the increase came with the 
granting of Good Production Practice (GPP) status in May 2003 to the Pembina Nisku GG pool (43.5% average 
interest), removing previous regulatory restrictions. Production was also added from the newly discovered Pembina 
Nisku HH and II pools in late 2003. In 2003, the Company expanded its oil-handling facility to a capacity of 3,200 
(1,360 net) bbls/d to accommodate production increases from Company wells in the area. 


Outlook 

During the first quarter of 2004, Vaquero drilled a Nisku oil discovery well (100% before payout, 50% after payout of 
non-participation penalties) in the area and drilled 2 (0.6 net) D&A wells. A fourth well (40% interest) was drilled and 
cased in the first quarter and is waiting on completion and testing. The latest discovery, combined with a discovery 
(42.5% interest) made in 2003, gives the Company 2 new Nisku oil pools to tie-in and put on production later in 
2004. They are expected to add approximately 360 (290 net) bbls/d of light oil production. 


Vaquero has also had GPP status granted for the Nisku HH pool, which removes previous regulatory restrictions on 
production rates from the pool. Currently, only 1 of 2 wells in the pool is on production at a rate of approximately 390 
(166 net) bbls/d. It is anticipated that once facility restrictions are eliminated, production from the pool will be 
increased to approximately 2,400 (610 net) bbls/d of oil. 


In addition, the Company shot a 3D seismic program at Pembina in the first quarter to identify additional drilling 
opportunities on its lands. Based on interpretation of its extensive 3D seismic database for the area, the Company 
plans to drill 2 to 4 additional development wells, and 2 to 3 exploratory wells during the remainder of the year. 


To accommodate anticipated production increases, Vaquero will expand its Pembina oil-handling facility in early 
2004 to a capacity of 9,000 (3,600 net) bbls/d. After the oil-handling facility expansion, production will remain limited 
to approximately 3,500 (1,400 net) bbls/d due to sour gas-handling constraints at the third-party gas plant which 
processes the sour gas associated with the Nisku oil production. Early in the third quarter, an expansion is planned 
for this gas plant which will allow the Vaquero oil-handling facility to increase its production to approximately 6,000 
(2,400 net) bbls/d of oil. To remove this limitation and increase availability of sour gas processing capacity in the 
Pembina area, Vaquero is participating in construction of a sour gas pipeline that will transport additional volumes of 
sour gas from the Pembina area to the Keyspan Brazeau River gas plant. This plant has significant underutilized 
sour gas-handling capacity. It is expected that the pipeline will be completed during the third quarter of 2004. After 
the pipeline is constructed, sour gas-handling capability will be more than adequate to handle sour gas associated 
with oil being treated at Vaquero's 9,000 bbls/d oil-handling facility. 


The Company also drilled 1 (0.4 net) Glauconite gas well which has been completed and tested, and will be tied-in 
later in the year. 


After removal of sour gas- 
handling constraints expected in 
the third quarter, Vaquero’s oil- 
handling facility will be capable 
of 9,000 (3,600 net) bbls/d. 


Installation of new treater 
at the 11-14 oil-handling facility 
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Review of Operations 


The Company became active in the Chip Lake area in 2002 and has increased its undeveloped land holdings in the 
area to its current position of 5,760 (3,600 net) acres. Vaquero's production from Chip Lake is approximately 6 (4.5 
net) mmcf/d and 250 (188 net) bbls/d of NGLs. 


2003 

In 2003, the Company drilled 3 (2.0 net) wells resulting in 2 (1.5 net) gas wells and 1 (0.5) D&A well. The 2 gas wells 
were brought on production in late 2003 at the current combined rate of approximately 6 (4.5 net) mmcf/d and 250 
(188 net) bbls/d of NGLs. 


Outlook 

Based upon its 2003 successes, Vaquero acquired additional adjacent undeveloped lands in late 2003, and shot a 
2D seismic program in the first quarter of 2004 over these and other lands to identify additional drilling locations. 
Along with this activity, the Company drilled 2 (1.3 net) wells in the first quarter. Depending on the results of the 2D 
seismic, the Company will drill additional locations later in 2004 and during 2005. 


Testing operations on 
Chip Lake discovery well 
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Review of Operations 


The McLeod/Goodwin property produces natural gas from a 
number of different formations. The area offers medium-risk, multi- 
zone, medium-depth gas development and exploration drilling 
Opportunities. Vaquero has an average interest of 45% in 20,800 
acres of undeveloped land in the area. The Company has a 27.5% 
interest in a 10 mmcf/d gas plant, and various interests in the 
pipeline infrastructure in the area. The Company's production from 
the area is currently approximately 1.9 mmcf/d of natural gas and 
25 bbls/d of NGLs. 


2003 
During 2003, the Company drilled 11 (4.7 net) wells resulting in 7 
(2.9 net) gas wells and 4 (1.8 net) D&A wells in the 
McLeod/Goodwin area. Currently, the Company has 1.0 to 1.5 
mmcf/d of net shut-in production in the Goodwin area that it plans to 
f bring on in mid-2004. 


Drilling at Goodwin 


Outlook 

Vaquero drilled 3 (0.8 net) wells in the first 
quarter of 2004 resulting in 1 (0.1 net) gas 
well and 2 (0.7 net) D&A wells. The Company § 
plans to drill another 1 to 2 (0.3 to 0.7 net) 
wells during the remainder of the year. During | 
the first half of 2004, Vaquero plans to tie-in 
its shut-in gas production from the Goodwin 
area by constructing a 16 kilometre pipeline 
to its gas plant in the McLeod area. The gas 
plant is currently being expanded to a 
capacity of 15 mmcf/d from its current 
capacity of 10 mmcf/d. The expansion is 
needed to process current shut-in production 
as well as production from future drilling. 
Pipeline construction and plant expansion are } - 
consistent with Vaquero's strategy of | 

processing its production through Company 
owned facilities wherever possible. 


10 mmcf/d — 
gas plant (27.5% WI) 


The area offers medium- 
risk, multi-zone, medium- 
depth gas development 
and exploration drilling 


opportunities. 


@ VAQ lands 
@ Option lands 
x 2003 wells 

%t 2004 wells 

© Drilling locations 
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Review of Operations 


WINDFALL 


Vaquero began acquiring undeveloped land in this gas prone area in 2002, with exploration commencing in early 
2003. The Company currently holds 8,000 (5,419 net) acres of undeveloped land in the area and is producing 2.5 
(1.4 net) mmcf/d of natural gas from the 3 wells currently on production. 


2003 

During 2003, the Company drilled 6 (3.1 net) wells resulting in 5 (2.6 net) gas wells and 1 (0.5 net) D&A well. Two 
wells were tied-in and put on production in 2003 and the third well was tied-in during the first quarter of 2004. The 
wells are currently producing at a combined rate of approximately 2.5 (1.4 net) mmcf/d. The remaining wells are 
awaiting completion and testing in the second quarter of 2004. 


Outlook 
During the first quarter of 2004, Vaquero drilled 2 (1.3 net) gas wells. In the second half of the year, the Company 
plans to drill up to 7 (5.5 net) additional wells and tie-in the shut-in wells. 


Additionally, in the Windfall area, Vaquero entered into a farm-in agreement, which includes approximately 22 
sections of undeveloped land and provides Vaquero with access to over 300 kilometres of 2D seismic. The farm-in 
enables Vaquero to earn 50% of the farmor's interest in undeveloped land through drilling. 


me 2003 els , |__| +The farm-in greatly expands 
5 ples | | Vaquero's land holdings and 
: drilling potential at Windfall. 
Additional drilling on the 
farm-in lands is expected to 
commence in the second 


half of 2004. 


2004 Farm-in lands are not shown above 
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Review of Operations 


OTHER WEST CENTRAL ALBERTAPROPERTIES 


In addition to its four core properties, Vaquero has varying interests in a number of other properties in west central 
Alberta. Many of these areas have the same multi-zone, medium-depth gas potential as the Company's gas 
producing properties. The Company's undeveloped land holdings in these areas total approximately 25,200 acres at 
an average working interest of approximately 50%. 


2003 
During 2003, the Company drilled 6 (4.9 net) exploratory wells resulting in 1 (0.5 net) oil well and 5 (4.4 net) D&A 
wells. Production from these areas is 0.5 (0.1 net) mmecf/d and 90 (40 net) bbls/d. 


Outlook 
Vaquero will continue its activity on its existing lands where it plans to drill 1 to 2 (0.5 to 1.0 net) wells in 2004. 
Vaquero will also continue to expand its activities into new areas of west central Alberta. 


One of Vaquero's goals is to increase the amount of activity operated by the Company. In 2003, Vaquero operated 
24 of 36 wells drilled by the Company. Similarly, the Company is also increasing the amount of its production that it 
operates. Vaquero expects that during the third quarter of 2004, the Company will operate over 80% of its 
production. 


In 2004, the Company will continue to manage technical risk by allocating 70% to 80% of its capital to low to 
medium-risk projects where it prefers to have interests between 50% and 100%. The remaining 20% to 30% of 
Company capital will be invested in high-reward, high-risk exploration where the Company prefers working interests 
of 50% or less. 


Vaquero's preference to have a lower interest in high-risk, high-reward projects is due to the often high upfront costs 
of land, seismic and drilling, and the lower probability of success associated with this type of project. Taking a lesser 
interest in these projects allows Vaquero to participate in a number of them throughout the year while maintaining a 
significant enough interest that success will be meaningful to the Company and its shareholders. This strategy has 
served us well over the last 2 2 years, providing a balanced approach to growth through the drill bit. 


LAND HOLDINGS 


The Company's total land holdings at December 31, 2003 were 44,008 net acres, up 131% from 19,090 acres at 
December 31, 2002. The Company's net undeveloped land increased 158% to 35,591 acres from 13,775 acres. 


During 2003, the Company continued its aggressive land-acquisition program in west central Alberta. In 2003, the 
Company increased its undeveloped land holdings in the Pembina area by approximately 200% while adding 
significantly to its undeveloped land holdings in the McLeod/Goodwin, Chip Lake and Windfall areas. The Company 
will continue to add undeveloped land in 2004 through participation at Crown land sales and through negotiating 
farm-in arrangements with industry partners. 


Land (acres) Developed Undeveloped Total 

(December 31, 2003) Gross Net Gross Net Gross Net 
Alberta 18,400 8,417 75,840 34,231 94,240 42,648 
Saskatchewan - - 1, 943 1,360 1,943 1,360 
Total 18,400 8,417 77,783 35,591 96,183 44,008 
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Review of Operations 


2003 DRILLING RESULTS 


Vaquero drilled 32 (16.4) net wells in 2003 resulting in 15 (7.2 net) gas wells and 4 (1.5 net) oil wells. Vaquero's 


average working interest in its 2003 drilling program was just over 50%. 


Wells Gross Net 
Gas 15 UP 
Oil 4 1.5 
Dry and abandoned 13 oll 
Total 32 16.4 
Success rate 59% 51% 


SUMMARY OF YEAR-END 2003 RESERVES 


The Company's independent engineers, Paddock Lindstrom & Associates Ltd. (PLA), evaluated 100% of Vaquero's 


reserves effective December 31, 2003 in accordance with National Instrument 51-101. Vaquero's Audit 
Committee, consisting of independent members of the Board of Directors, reviewed the report and met 


and Reserves 
with PLA 


representatives to review the methodology and key assumptions used to prepare the reserve report. Vaquero's 


Board of Directors subsequently approved the report. 


The table below summarizes the results of the evaluation using escalating-dollar economics and including ARTC: 

Light oil and NGLs Natural gas Barrel equivalent 
(mbbls) (mmc?) (mboe) 
Gross Net Gross Net Gross Net 
Proved reserves 

Developed producing A TAIS 1,275 10,275 6,855 3,427 2,418 
Developed non-producing 390 284 2,307 1,878 eS 597 
Undeveloped 258 191 179 129 283 ZS 
Total proved 2,358 Ani 12,760 8,862 4,485. 3,228 
Probable additional reserves 1,377 1,050 5,124 3,635 72 Jas 1,655 
Total proved and probable reserves 3,735 2,800 17,885 12,497 6,716 4 883 


The table below summarizes the present value of cash flows before and after deduction of income taxes using 


escalating-dollar economics and including ARTC: 


Future cash flow from reserves 
before deduction of income tax 


Future cash flow from reserves 
after deduction of income tax 


discounted at discounted at 

($000s) 10% 15% 10% 15% 
Proved reserves 

Developed producing 52,780.0 47,766.4 40,341.4 36,441.6 

Developed non-producing 8,198.6 6,793.6 4,990.8 3,986.7 

Undeveloped 3,472.9 2,880.1 2,218.2 1,814.2 
Total proved 64,451.5 57,440.1 47,550.4 42,242.5 
Probable additional reserves 24,586.6 19,718.5 15,947.0 12,673.7 
Total proved and probable reserves 89,038. 1 77,158.5 63,497.3 54,916.3 
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RECONCILIATION OF RESERVES 


During 2003, Vaquero increased its proved reserves by 130%, replacing 2003 production by over 600%. In addition, 
the Company increased its proved plus probable reserves by 200% compared to the Company's established 
reserves at December 31, 2002, replacing 2003 production by nearly 1,000%. 


Vaquero's reserve growth in 2003 was achieved entirely through exploration and development drilling and positive 
technical revisions to existing pools. In 2003, Vaquero had significant success finding and developing new reserves 
in the Pembina, McLeod/Goodwin, Windfall and Chip Lake areas of west central Alberta. Positive technical revisions 
were largely related to increased recovery factors assigned to the Company's Pembina Nisku oil pools. 


The table below is a reconciliation of the Company's gross proved reserves and gross proved plus probable 
reserves at December 31, 2003 compared to those at December 31, 2002. 


Proved Proved and probable 


Light oil 
and NGLs Gas Boe 
(mbbls) (mmcf) __(mboe) 


Light oil 
and NGLs Gas Boe 
(mbbls) (mmcf) __(mboe) 


December 31, 2002 ' 1,061 Sod 1947 1,199 6,248 2,240 
Discoveries and extensions 1,114 8,979 2,611 2,065 12,402 4,132 
Technical revisions 510 (587) 412 799 181 829 
Acquisitions 0 0 0 0 0 0 
Dispositions 0 0 0 0 0 0 
Production 327 947 485 327 947 485 
December 31, 2003 2,358 12,760 4,485 3,735 17,885 6,716 


" Proved plus probable reserve additions were determined by comparing the December 31, 2003 proved plus probable reserves, 
as determined under guideline NI 51-101, to the December 31, 2002 established reserves (proved plus % probable). 


COST OF RESERVE ADDITIONS 


Vaquero's average cost of reserve additions for 2003 was $7.04/boe for proved plus probable reserves and 
$11.18/boe for proved. The weighted average cost of reserve additions for the two-year period (fiscal 2002 and 
2003) was $7.07 for proved plus probable reserves and $9.79/boe for proved reserves. 


The tables below summarize the cost of reserve additions for the Company in 2003 and for the two-year period of 
fiscal 2002 and 2003. The analysis includes reserves additions and revisions, net capital expenditures (including 
capitalized G&A), and estimated incremental future capital expenditures based on the PLA reports. 


Cost of 2003 Reserve Additions 


Proved plus 
Proved probable’ 

2003 capital expenditures ($000s) 31,851 31,851 
Future capital ($000s) 1,933 3,052 
Total capital ($000s) 33,784 34,903 
Reserve additions (mboe) 3,023 4,961 
Cost of reserve additions ($/boe) 11.18 7.04 


" Proved plus probable reserve additions were determined by comparing the December 31, 2003 proved plus probable reserves, 
as determined under guideline NI 51-101, to the December 31, 2002 established reserves (proved plus % probable). 
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Cost of Two-Year Reserve Additions (fiscal 2002 and 2003) 


Proved plus 

Proved _probable' 

2002 and 2003 capital expenditures ($000s) 42,348 42,348 
Future capital at December 31, 2003 ($000s) 3,108 3,084 
Total capital ($000s) 45,456 45,432 
Reserve additions (mboe) 4,643 6,428 
Cost of reserve additions ($/boe) 9.79 7.07 


" Proved plus probable reserve additions were determined by comparing the December 31, 2003 proved plus probable reserves, 
as determined under guideline NI 51-101, to the respective December 31 established reserves (proved plus % probable). 


RESERVE LIFE INDEX 


Based on Vaquero's 2003 year-end production rate of 3,000 boe per day and year-end proved reserves of 4.5 million 
boe, the Company's proved reserve life index has grown substantially to 4.1 years. Similarly, the Company's year- 
end proved plus probable reserves of 6.7 boe yield a reserve life index of 6.1 years. 


DEFINITIONS IN THIS REPORT 


0 The Company's gross reserves are the Company's interest share of reserves before deduction of royalties, and without 
including any royalty interest of the Company. 


© Company's net reserves are the Company's interest share of reserves after deduction of royalty obligations plus the Company's 
share of royalty interest in reserves. 


© Probable reserves at December 31, 2003 are reported on a risked basis under NI 51-101. Probable reserves in referenced 
previous evaluations, including those at December 31, 2002, have been assigned a 50% risk factor to make more appropriate 
comparisons of probable and proved plus probable reserves. 


O Where reserves and production are stated on a barrel of oil equivalent (boe) basis, gas volumes have been converted to barrel 
of oil equivalent (boe) at a ratio of 6,000 cubic feet of gas to a barrel of oil equivalent. This conversion ratio is based upon an 
energy equivalent conversion method primarily applicable at the burner tip and does not represent value equivalence at the 
wellhead. Boes may be misleading, particularly if used in isolation. 


© Costs of reserve additions include the future incremental capital to bring the proved undeveloped and probable reserves onto 
production. 


0 The aggregate of exploration and development costs incurred in the most recent financial year and the change during that year 
in estimated future development costs generally will not reflect total finding and development costs related to reserves additions 
for the year. 


0 The 2003 reserve recycle ratio is determined by dividing the 2003 average netback per boe by the average cost of proved plus 
probable reserve additions per boe for 2003. 


O The reserve life indexes were determined by division of the 2003 year-end reserves by the annualized daily production rate at 
year-end 2003. 


ENVIRONMENT AND SAFETY 


Vaquero conducts all operations in accordance with applicable health, safety and environmental guidelines, 
regulations and legislation. Vaquero, in many instances, considers these standards as the minimum requirement and 
often exceeds them. 


The Company's continuing program of abandoning and reclaiming uneconomic well and facility sites minimizes any 
future environmental issues. 


Vaquero's operations are located in west central Alberta, and often take place in agricultural areas. The Company 
strives to operate with respect for the landowners and occupants in these areas, and to maintain a positive working 
relationship with all affected parties. 
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Managements Discussion & Analysis 


Ron S. Hozjan, CMA 
Vice President Finance and 
Chief Financial Officer 


Management's Discussion and Analysis (MD&A) of financial results should be read in conjunction with the unaudited financial 
statements for the three months ended September 30, June 30 and March 31, 2003 and with the audited financial statements and 
notes for the years ended December 31, 2003 and 2002. This discussion offers management's opinion of Vaquero’s historical 
financial and operating results and is dated and based on information available at March 31, 2004. All comparisons refer to the 
year ended 2003 with the year ended 2002, unless otherwise indicated. 


The MD&A uses the terms “cash flow from operations” and “cash flow per share” which are not recognized measures under 
Canadian generally accepted accounting principles (GAAP). Management believes that in addition to net earnings, cash flow is a 
useful supplemental measure as it provides an indication of the results generated by the Company's principal business activities 
prior to the consideration of how those activities are financed or how the results are taxed. Investors are cautioned, however, that 
this measure should not be construed as an alternative to net earnings determined in accordance with GAAP as an indication of 
Vaquero's performance. Vaquero's method of calculating cash flow may differ from other companies, and accordingly, it may not 
be comparable to measures used by other companies. Vaquero calculates cash flow from operations as “funds from operations” 
prior to the change in non-cash working capital related to operating activities. In addition, the terminology “cash flow” and “funds 
from” are used interchangeably. 


Where amounts are expressed on a barrel of oil equivalent (boe) basis, natural gas volumes have been converted to barrel of oil 
equivalent (boe) at a ratio of 6,000 cubic feet of natural gas to one barrel of oil equivalent. This conversion ratio is based upon an 
energy equivalent conversion method primarily applicable at the burner tip and does not represent value equivalence at the 
wellhead. Boe figures may be misleading, particularly if used in isolation. 


All references to dollar values refer to Canadian dollars unless otherwise stated. 
PRODUCTION 


Production for the three months ended December 31, 2003 increased by 68%, to 1,977 boe/d from 1,180 boe/d in 
the third quarter of 2003, and by 350% compared to 439 boe/d for the fourth quarter in 2002. Crude oil and natural 
gas liquids production in the fourth quarter of 2003 increased 447% to 1,307 bbls/d from the same period in 2002, 
primarily due to production additions in the Pembina area. Similar comparisons show natural gas production 
increased 233% to 4.0 mmcf/d, primarily due to production additions at Chip Lake, McLeod and Windfall. 


Production Volumes 


Three months ended Year ended 

December 31 December 31 

2003 2002 _ % change 2003 2002 % change 

Crude oil and NGLs (bbls/d) 1,307 239 447 896 125 617 

Natural gas (mmcf/d) 4.0 1 233 2.6 25 4 

Total boe/d (6:1) 1,977 439 350 1,328 549 142 
La 
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Management's Discussion & Analysis 


For the year ended December 31, 2003, production increased 142% to 1,328 from 549 boe/d in 2002. Again, crude 
oil and natural gas liquids production increased primarily due to the additions in Pembina. Natural gas production 
increased slightly in 2003 despite the disposition of the Company's non-core Hamburg property that was sold on 
September 11, 2002. In 2002, the Hamburg property contributed production of 2.0 mmcf/d to the Company's average 
of 2.5 mmcf/d. The Company achieved natural gas production additions in 2003 at Windfall and McLeod/Goodwin. 
In addition, two wells at Chip Lake were brought on production in early December at 4.5 mmcf/d and 188 bbls/d of 
natural gas liquids. As a result of these production additions and the two new Pembina wells that were brought on 
stream in the fourth quarter, Vaquero exited 2003 with production rates at approximately 3,000 boe/d, a 460% 
increase from the 2002 exit rate. 


COST OF PRODUCTION ADDITIONS 

During the year ended December 31, 2003 Vaquero added approximately 2,616 boe/d of new production from both 
its exploration and development drilling programs. Since the total 2003 capital expenditure program was 
$31,850,647, Vaquero added production at a cost of $12,175 per flowing boe/d. 


Production Reconciliation 


Boe/d 

Production exit 2002 535 
Decline on base production (89) 

2003 exploration and development drilling production additions 2,616 
Decline on new 2003 production m2 (62): 

Production exit 2003 3,000 


REVENUE 


Revenue from petroleum and natural gas sales was $6,748,229 in the fourth quarter 2003, an increase of 304% from 
revenue of $1,670,233 during the same period in 2002. This increase was due to the 350% increase in production 
partially offset by a decrease in crude oil and natural gas liquids prices, and natural gas prices, of 11% and 15% 
respectively. Natural gas averaged $5.98/mcf and crude oil and natural gas liquids averaged $37.73/bbl, compared 
with $7.03/mcf and $42.54/bbl, respectively, in the fourth quarter of 2002. 


During the year ended December 31, 2003, revenue from petroleum and natural gas sales increased by 286% to 
$19,644,632 from the $5,095,040 recorded in 2002. This increase was due to the 142% increase in production and 
the 91% increase in natural gas prices. 


Pricing Reconciliation 


Crude oil and NGLs 2003 2002" 
WTI ($US/bbI) 31.04 27.56 
Conversion to $Cdn (daily noon-day average) W202 15.48 
Edmonton par differential ($Cdn/bbi) (0.41) _ (1.01) 
Edmonton par ($Cdn/bbl) 43.15 42.03 
Transportation to Edmonton ($Cdn/bbi) (0.94) (1.01) 
Quality adjustment ($Cdn/bb!) (1.59) (0.24) 
Loss on hedge ($Cdn/bbi) (0.05) - 
Wellhead price ($Cdn/bbi) 40.57 40.78 


" Pricing for April 1 to December 31, 2002, as Vaquero did not have any crude oil and NGL production in the first quarter of 2002. 


The wellhead average price for crude oil and natural gas liquids decreased by 1% in 2003 to $40.57 from $40.78 due 
to the 11% increase in the daily noon-day average of the Canadian dollar relative to U.S. currency and the increase 
to Vaquero's quality adjustment relative to the Edmonton par price for its liquids. The quality adjustment is affected 
by the production additions to natural gas liquids, primarily the components of butane and propane blends that yield 
lower prices relative to the West Texas Intermediate (“WTI”) and Edmonton par price benchmarks. 
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Natural Gas 

2003 2002 
NYMEX ($US/mmbtu) 5.44 3.25 
AECO differential (basis $US/mmbtu) (0.67) (0.66) 
Conversion to $Cdn (based on noon-day avg) 1.58 1.27 
AECO monthly index ($Cdn/Gu) 6.35 3.86 
AECO daily index ($Cdn/GU) 6.30 3.85 
AECO heat content adjusted ($Cdn/mcf) 7.00 3.98 
Alberta transportation ($Cdn/mcf) (0.27) | (0.45) 


Wellhead price ($Cdn/mcf) 6.73 3.53 


The wellhead average price for natural gas increased in 2003 by 91% to $6.73/mcf from $3.53/mef in 2002 due to 
the 65% increase in the AECO monthly index average price and the 40% decrease in the cost of transportation. 
Vaquero sold a portion of its under-utilized firm service when the Hamburg property was sold in September 2002. 


During 2003, the Company entered into two costless price collars to limit its exposure to changes in commodity 
prices. In the first quarter, Vaquero entered into a hedge for 500 gigajoules of natural gas per day from April 1 to 
October 31, 2003 at an AECO price range of $5.25 - $7.92 Canadian per gigajoule. In the second quarter, the 
Company entered into a WTI oil hedge from July 1 to December 31, 2003 for 300 barrels of oil per day with a range 
of $25.00 US/bbl - $30.65 US/bbl. Settlement of these hedges for the year ended December 31, 2003 required a 
payment of $17,817 and reduced the Company's average crude oil and natural gas liquids price by $0.05/bbl. 


Subsequent to December 31, 2003, the Company entered into two costless WTI crude oil hedges for the period 
January 1 to March 31, 2004. Each hedge was for 300 barrels of oil per day, the first with a price range of $26.00 
US/bbl - $31.15 US/bbl and the second with a price range of $29.00 US/bbl - $31.90 US/bbI. The effect of these 
hedges will reduce revenue by approximately $140,000 in the first quarter. On March 18, 2004, the Company also 
entered into a costless physical AECO natural gas collar for the period April 1, 2004 to October 31, 2004. This hedge 
was for 2,000 gigajoules (GJs) per day with a price range of $5.60/GJ - $7.50/GJ Canadian. 


ROYALTIES 


Royalties were 446% higher in the fourth quarter of 2003 compared to the same period in 2002, to $1,635,419 from 
$299,473. Royalties increased by 477% to $4,703,830 in 2003 from $815,196 in 2002. 


As a percentage of revenue, royalty rates remained relatively constant at 24% in the fourth quarter of 2003, 
compared to 23% during the third quarter. However, royalty rates as a percentage of revenue increased by 50% to 
24% in 2003 from 16% in 2002. 


Royalty amounts increased due to both an increase in total revenue and an increase in royalty rates. The royalty 
rate as a percentage of revenue increased primarily due to the end of the royalty-free period enjoyed by the 
Pembina 6-33-49-8 W5M well until the first quarter of 2003. 


Vaquero expects the royalty rate as a percentage of revenue to continue to fluctuate throughout 2004. This is due to 
factors such as the one-year royalty free period that new oil pool discoveries at Pembina will receive (the 9-30, 15-2 
and 7-34 wells) when they commence production. 
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PRODUCTION EXPENSES 


Production expenses for the fourth quarter of 2003 were $953,060 or a 197% increase from the $321,158 recorded in 
the fourth quarter of 2002. This was attributable to the 350% increase in production experienced during the same 
period in 2003. Comparing operating expenses during the years ended 2003 and 2002, respectively, there was a 
134% increase to $2,445,000 from $1,043,377, again primarily due to the 142% increase in production during the 
same period. 


Operating costs on a barrel of oil equivalent basis were $5.24/boe in the fourth quarter of 2003 bringing the year to 
date average to $5.04/boe (2002 - $5.21/boe). The increase to the fourth quarter 2003 operating cost rate is due to a 
well work-over as well as to start-up costs associated with new production at Chip Lake, which came on stream in 
December. 


The fourth quarter rate of $5.24/boe was 34% lower than the 2002 fourth quarter rate of $7.95/boe due primarily to 
operating efficiencies at Pembina, where there were significant increases in production rates in 2003. 


GENERAL AND ADMINISTRATIVE EXPENSES 


General and administrative expenses for the fourth quarter 2003 were $621,350, up 32% from $470,690 for the same 
three-month period in 2002. For the annual comparison from 2003 to 2002, these expenses increased by 10% to 
$1,607,846 from $1,455,831. 


On a unit-of-production basis, general and administrative expenses decreased by 54% to $3.32/boe during the year 
ended 2003 from $7.27/boe during the same period in 2002. Due to increases in the Company's 2003 capital 
program and production rates, Vaquero added three full-time employees late in the third quarter and one in the fourth 
quarter, bringing the total full-time staff as at December 31, 2003 to twelve. As a result, the Company expects 
general and administrative expenses to increase during 2004, while decreasing on a unit-of-production basis as the 
Company's production rate increases. 


During 2003, the Company opted for early adoption of a new accounting standard for stock-based compensation 
payments. This new standard requires the fair value method for recognizing a compensation cost for all stock options 
granted. Pursuant to the transition rules, the expense recognized applies to all stock options granted during 2003, 
and all prior quarters in 2003 have been restated using the new standard. The impact of the adoption of this 
amended standard was an increase of $136,985 to general and administrative expense, of which $47,000 was 
capitalized as it was related to exploration and development costs. Stock-based compensation expenses accounted 
for 60% of the 10% increase to general and administrative expense increase from 2002 to 2003. The impact of this 
change in standards on general and administrative expenses on a per-unit basis was an increase of $0.19/boe 
resulting in the 2003 average of $3.32/boe. 


During the year ended December 31, 2003, $650,521 of general and administrative costs relating to exploration and 
development activities was capitalized, compared to $474,498 in 2002. As a percentage of total general and 
administrative expenses incurred, 29% was capitalized in 2003 compared to 25% in 2002. The increase on a 
percentage basis is due to personnel additions to the exploration team in mid-2002, which did not impact most of the 
first nine months in 2002, as well as two further additions in the last half of 2003. 


INTEREST EXPENSE 


Interest expense for the year ended December 31, 2003 was $122,237 compared to $35,329 in 2002. Interest 
expense rose due to the increase in the average debt level carried by the Company resulting from the increase in 
capital expenditures net of the increase to cash flow during the year. On a unit-of-production basis, interest expense 
was $0.25/boe in 2003, compared to $0.18/boe in 2002. 
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DEPLETION, DEPRECIATION ANDASSET RETIREMENT OBLIGATIONS 


Depletion and depreciation expenses for the three-months and year ended December 31, 2003 were $1,681,163 
and $4,276,505, respectively, compared to $403,979 and $2,069,899, respectively, for the same periods in 2002. 
The 316% increase for the three-month period and the 107% increase for 2003, were the result of the 350% and 
142% increases in production during the same periods. However, on a unit-of-production basis, the depletion and 
depreciation rate decreased by 12% to $8.82/boe from $9.98/boe during 2003 compared to 2002. The depletion 
and depreciation rate decreased because of the cost-effective reserve additions that Vaquero has added since 
beginning its drilling program in west central Alberta. 


In December 2003, Vaquero adopted a new accounting standard for asset retirement obligations (“ARO”). Pursuant 
to the transition rules, Vaquero used this new accounting standard to recalculate the depletion and depreciation 
expense for 2001, 2002 and 2003 causing a retroactive restatement of earnings. The impact of ARO to depletion 
and depreciation in 2003 was $112,079 or $0.23/boe. 


The impact of this recalculation on earnings is detailed on the following page under the heading “Net Earnings and 
Cash Flow from Operations”. 


INCOME AND CAPITAL TAXES 


Current capital tax expense for the year ended December 31, 2003 was $69,038 consisting entirely of Large 
Corporation Tax compared with an expense of $4,556 for the same period in 2002. Future income taxes were 
$2,040,542 in 2003 compared to a future income tax reduction of $517,214 in 2002. The increase to future income 
taxes is a direct result of the increase in petroleum and natural gas sales, which resulted in higher earnings in 2003. 
Future income tax expense in the year ended December 31, 2003 included a benefit of $328,338 resulting from Bill 
C-48, an amendment to the Income Tax Act (natural resources), being substantively enacted. The resource tax 
changes resulting from Bill C-48 include a change in the federal tax rate, deductibility of Crown royalties and 
elimination of the resource allowance, to be phased in over the next five years. 


Drilling activity in 2003 allowed Vaquero to fulfill its obligations relating to the flow-through financing completed in 
October 2002 and the financing completed in June/July 2003. At December 31, 2003 the Company had 
accumulated the following tax pools: 


($000s) 
Canadian exploration expense 7,960 
Canadian development expense 5,021 
Canadian oil and gas property expense 7,494 
Undepreciated capital cost 6,807 
Share issue costs 33 


28,415 


In addition, the Company has $23 million of capital losses, as well as approximately $283,000 of non-capital losses 
that will expire in 2009. 


As a result of the private placement that closed in December 2003, Vaquero has a commitment to incur $4,012,000 
of flow-through eligible costs of which approximately $321,000 had been incurred at December 31, 2003, leaving 
approximately $3,691,000 remaining to incur prior to December 31, 2004. The Company does not expect to be 
taxable in 2004. 
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NET EARNINGS AND CASH FLOW FROM OPERATIONS 


Vaquero adopted the asset retirement obligation (ARO) method of recording the future cost associated with the 
removal, site restoration and asset retirement costs. This change in accounting policy has been applied retroactively 
with restatement of prior periods. Restated earnings for 2002 have been used for comparative purposes throughout. 
As a result of this change, net earnings for the year ended December 31, 2003 decreased by $37,748 and net 
earnings decreased by $11,070 for the year ended 2002. For additional disclosure on the effects of this accounting 
policy change, refer to the audited financial statements and the notes for the year ended December 31, 2003. 


Net earnings in the year increased significantly to $4,381,670 in 2003 from $164,170 in 2002. Earnings per share 
were $0.12 (basic) and $0.11 (diluted) in 2003 compared to basic and diluted earnings per share of $0.01 in 2002. 


Cash flow from operations during the year ended 2003 was $10,835,702, an increase of 531% from $1,716,855 for 
the same period in 2002. Cash flow per share was $0.29 basic and $0.28 diluted, compared with $0.06 basic and 
diluted in 2002. Cash flow per share increased in 2003 due mainly to the increase in crude oil and natural gas liquids 
production. Cash flow from operations increased by 44% in the fourth quarter of 2003 to $3,587,341 from 
$2,492,340 in the third quarter of 2003, due to the 68% increase in production. 


Cash Flow Netbacks 
Crude oil Natural gas Total 
__($/bbls) ($/mef) ($/boe) 
2003 2002 2003 2002 2003 2002 
Revenue 40.57 40.78 6.73 3:90 40.50 25.55 
Royalties (9.44) (4.05) (1.69) (0.69) (9.70) (4.07) 
Operating costs (4.26) (7.39) 1.11 0.77 5.04 5.21 
Operating netback 26.87 29.34 3.93 2.07 25.76 16.27 
General and administrative costs foe2,. (7.27) 
Interest and capital taxes (0.39) (0.20) 
Cash flow netback 22.05 8.80 
Notes: 


(1) Royalties and operating costs for natural gas liquids are included with the natural gas production to which they relate and are 
not accounted for separately. 


(2) Crude oil royalties as a percentage of revenue increased in 2003 from 2002 due to the expiration of the royalty-free period 
enjoyed by the Pembina 6-33 well. Natural gas royalties as a percentage of revenue increased in 2003 for two reasons. 
Vaquero increased production of solution gas in 2003, which has a higher royalty rate than natural gas. Vaquero added several 
wells, which produce at higher rates than those the Company had in 2002, and therefore have higher royalty rates increasing 
the Company's overall royalty rates. 


(3) Operating costs for crude oil decreased in 2003 mainly due to the significant production increases in Pembina which take 
advantage of the increased production efficiencies at the Company-owned facilities. Operating costs for natural gas increased 
due to the increased production in solution gas associated with oil production in Pembina. Due to the sour nature of the solution 
gas, costs to sweeten and process the natural gas and dispose of the sour acid gas increased the Company's average 
operating costs. 


LIQUIDITY AND CAPITALRESOURCES 


At December 31, 2003, the Company had available a $17.0 million revolving operating demand loan (net of any 
working capital deficit) and a $3.0 million non-revolving development demand loan with a Canadian chartered bank. 
Vaquero's net debt, including working capital deficiency, was $4,955,640 at year-end, which consisted of $2,750,000 
drawn on its credit facility and a working capital deficiency of $2,205,640. This compares to debt, including working 
capital deficit, of $1,615,596 at December 31, 2002. Vaquero has met all covenants pertaining to its loan agreement. 
Vaquero exited 2003 with a net debt to cash flow from operations ratio of 0.46:1. 
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During 2003 Vaquero completed two private placements that resulted in gross proceeds of $18,977,250. This 
enabled the Company to increase capital expenditures by 203% to $31,850,647 in 2003 compared with $10,497,148 
in 2002. Vaquero's fourth quarter capital expenditures were $8,613,553, slightly less than the $9,404,933 spent 
during the third quarter. Expenditures for 2002 and 2003 are summarized as follows: 


Year ended December 31 

2003 2002 
Land $ 7,707,945 $ 294,871 
Geological and geophysical 2,701,155 803,820 
Drilling and completions 16,471,177 6,947,217 
Equipment and facilities 4,413,137 1,530,171 
Capitalized G&A 650,521 474,498 
Total exploration and development 31,943,935 10,050,577 
Property acquisitions - 3,967,563 
Dispositions (128,000) (3,183,447) 
Corporate assets 34,712 62,455 
Net capital expenditures $ 31,850,647 $ 10,497,148 
Funding for the capital expenditures in 2003 was provided by the following: 

(mm) 

Cash flow from operations 10.8 
Gross proceeds from financings 18.9 
Increase in bank debt al 
Decrease in working capital deficit (0.6) 


Net capital expenditures 31.8 


Vaquero exited 2003 with over $12 million unused on its revolving operating demand loan and the $3.0 million 
development loan untouched. Although the Company reviews and adjusts capital spending quarterly, Vaquero offers 
the following as guidance for capital expenditures during the first half of 2004: 


($mm) 
Land and geological and geophysical 3.0 
Drilling and completions 9.5 
Equipment and facilities 4.2 
Capitalized G&A 0.3 


Total exploration and development 17.0 


Vaquero generates a financial model using a production forecast, commodity price assumptions and cost estimates. 
This financial model allows the Company to predict debt and reduce or increase capital expenditures appropriately 
while endeavouring to maintain acceptable debt levels. Vaquero, using a reasonable commodity price forecast, 
attempts to maintain a debt to cash flow ratio of 1:1. 


Vaquero estimates it will generate cash flow of approximately $19 - $20 million in 2004. That estimate is based on 
an average production rate ranging between 3,200 and 3,300 boe/d for 2004; a WTI average price of $27.00 US/bbI; 
an AECO natural gas price of $5.65/mcf; and a US/Canadian dollar exchange rate of $0.76. In keeping with 
Vaquero's strategy to maintain a debt to cash flow ratio of 1:1, the Company could spend up to $35 million in capital 
expenditures in 2004 without issuing additional equity: 


(mm) 
Available credit facilities 20.0 
Net debt (at December 31, 2003) (5.0) 
Unused portion of credit facilities 15.0 
Estimated 2004 cash flow 20.0 
Funds available for 2004 capital expenditures 35.0 
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CONTRACTUAL OBLIGATIONS 

In the normal course of business Vaquero is obligated to make future payments. These obligations represent 
contracts and other commitments that are known to the Company and that the Company is typically unable to avoid 
or cancel. 


Payments Due 


($000s) 2004 2005-2008 Total 
Operating leases 287 569 856 
Firm transportation agreements 437 269 706 
Total 724 838 1,562 


SELECTED SUMMARY FINANCIAL INFORMATION 


The following tables summarize selected financial information of the Company for the periods indicated. Please note 
that the 2001 and 2002 figures below have changed from those previously published due to the adoption of the ARO 
method. 


2003 
First Second Third Fourth 
Quarterly information ($) quarter quarter quarter quarter Annual 
Revenue, net of royalties 3,388,954 3,104,212 3,337,974 5,111,698 14,942,838 
Net earnings 1,155,241 723,012 848,178 1,655,239 4,381,670 
Per common share 
Basic 0.03 0.02 0.02 0.05 0.12 
Diluted 0.03 0.02 0.02 0.04 0.11 
Total assets 25,824,247 31,466,417 42,241,397 51,356,646 51,356,646 
2002 
First Second Third Fourth 
Quarterly information ($) quarter quarter quarter quarter Annual 
Revenue, net of royalties 688,880 1,460,169 768,615 1,385,561 4 303,225 
Net earnings (loss) (280,874) 429,984 (109,994) 125,054 164,170 
Per common share 
Basic (0.01) 0.02 0.00 0.00 0.01 
Diluted (0.01) 0.02 0.00 0.00 0.01 
Total assets 15,736,210 18,911,808 15,501,691 18,834,005 18,834,005 
2001 
($) Annual 
Revenue, net of royalties 6,442,298 
Net loss 28,857,264 
Per common share 
Basic (1.06) 
Diluted (1.06) 
Total assets 14,674,382 
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CRITICAL ACCOUNTING ESTIMATES 


The significant accounting policies used by Vaquero are disclosed in the notes to Vaquero's audited financial 
statements. Certain accounting policies require that management make appropriate decisions with respect to the 
formulation of estimates and assumptions that affect the reported amounts of assets, liabilities, revenues and 
expenses. The following discusses such accounting policies and is included in Management's Discussion and 
Analysis to aid the reader in assessing the critical accounting policies and practices of the Company, and the 
likelihood of materially different results being reported. Vaquero's management reviews its estimates regularly. The 
emergence of new information and changed circumstances may result in actual results or changes to estimated 
amounts that differ materially from current estimates. 


The following assessment of significant accounting policies is not meant to be exhaustive. The Company might 
realize different results from the application of new accounting standards promulgated, from time to time, by various 
regulatory bodies. 


Proved Oil and Gas Reserves 

Under National Instrument 51-101 (NI 51-101), “Proved” reserves are those reserves that can be estimated with a 
high degree of certainty to be recoverable (it is likely that the actual remaining quantities recovered will exceed the 
estimated Proved reserves). In accordance with this definition, the level of certainty targeted by the reporting 
company should result in at least a 90 percent probability that the quantities actually recovered will equal or exceed 
the estimated reserves. There was no such consideration of probability under the former standard, NP 2B. In the 
case of “Probable” reserves, which are obviously less certain to be recovered than Proved reserves, NI 51-101 
states that it must be equally likely that the actual remaining quantities recovered will be greater or less than the sum 
of the estimated Proved plus Probable reserves. With respect to the consideration of certainty, in order to report 
reserves as Proved plus Probable, the reporting company must believe that there is at least a 50 percent probability 
that the quantities actually recovered will equal or exceed the sum of the estimated Proved plus Probable reserves. 
Implementation of NI 51-101 has resulted in a more rigorous and uniform standardization of Reserve evaluation. 


Proved plus Probable reserves as defined in NI 51-101 are viewed by many industry participants as being 
comparable to the “Established” reserves definition that was used historically. Under the previous rules, the 
Established reserves category was generally calculated on the basis that Proved plus half of Probable reserves (as 
those terms were defined in NP 2B) represented the best estimate at the time. Vaquero believes that its Established 
reserves reported under NP 2B were calculated on a conservative basis as its estimate of reserves that would 
ultimately be recovered. As a result, and for comparison purposes, Vaquero has included Established reserves from 
its December 31, 2002 Reserve Report as the December 31, 2003 opening balances under the Proved Plus 
Probable reserves category reconciled on a Company interest basis. Similarly, Vaquero has included 50 percent of 
Probable reserves from the December 31, 2002 Reserve Report as the opening balances under the Probable 
reserves category, again reconciled on a Company interest basis. 


The oil and gas reserve estimates are made using all available geological and reservoir data as well as historical 
production data. Estimates are reviewed and revised as appropriate. Revisions occur as a result of changes in 
prices, costs, fiscal regimes, reservoir performance or a change in Company plans. The effect of changes in proved 
oil and gas reserves on the financial results and position of the Company is described under the heading “Full Cost 
Accounting for Oil and Gas Activities (Ceiling Test)’. 


Depletion Expense 

The Company uses the full cost method of accounting for exploration and development activities. In accordance with 
this method of accounting, all costs associated with exploration and development are capitalized whether or not the 
activities funded were successful. The aggregate of net capitalized costs and estimated future development costs, 
less estimated salvage values, is amortized using the unit-of-production method based on estimated proved oil and 
gas reserves. 


An increase in estimated proved oil and gas reserves would result in a corresponding reduction in depletion 
expense. A decrease in estimated future development costs would result in a corresponding reduction in depletion 
expense. 
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Withheld Costs 

Certain costs related to unproved properties may be excluded from costs subject to depletion until proved reserves 
have been determined or their value is impaired. These properties are reviewed quarterly and any impairment is 
transferred to the costs being depleted. 


Impairment of Property, Plant and Equipment 

The Company is required to review the carrying value of all property, plant and equipment, including the carrying 
value of oil and gas assets, for potential impairment. Impairment is indicated if the carrying value of the long-lived 
asset or oil and gas asset is not recoverable by the future undiscounted cash flows. If impairment is indicated, the 
amount by which the carrying value exceeds the estimated fair value of the property, plant and equipment is charged 
to earnings. 


Asset Retirement Obligations 

Effective January 1, 2003, the Company changed its accounting policy with respect to accounting for asset 
retirement obligations. Canadian Institute of Chartered Accountants Handbook (CICA Handbook) Section 3110, 
which is essentially the same as the American Financial Accounting Standards Board's (FASB) Statement No. 143 
“Accounting for Asset Retirement Obligations”, requires the fair value of asset retirement obligations to be recorded 
when they are incurred. This requires an estimate to be made of the future costs of retiring the asset at the point in 
time the asset is acquired, rather than merely accumulating or accruing future estimates of cost over the useful life of 
the respective assets. 


The Company, under the current policy, is required to provide for future removal and site restoration costs. The 
Company must estimate these costs in accordance with existing laws, contracts or other policies. These estimated 
costs are charged to earnings and the appropriate liability account over the expected service life of the asset. When 
the future removal and site restoration costs cannot be reasonably determined, a contingent liability may exist. 
Contingent liabilities are charged to earnings when management is able to determine the amount and the likelihood 
of the future obligation. 


Legal, Environmental Remediation and Other Contingent Matters 

The Company is required to determine whether a loss is probable based on judgment and interpretation of laws and 
regulations and whether the loss can reasonably be estimated. When the loss is determined, it is charged to 
earnings. The Company's management must continually monitor known and potential contingent matters and make 
appropriate provisions by charges to earnings when warranted by circumstance. 


Income Tax Accounting 

The determination of the Company's income and other tax liabilities requires interpretation of complex laws and 
regulations often involving multiple jurisdictions. All tax filings are subject to audit and potential reassessment after 
the lapse of considerable time. Accordingly, the actual income tax liability may differ significantly from that estimated 
and recorded by management. 
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; NEW ACCOUNTING STANDARDS FOR 2004 


The following new and amended standards are expected to impact Vaquero in 2004 as follows: 


Accounting for Derivative Instruments and Hedging Activities 

In June 1998, the FASB issued FAS 133, “Accounting for Derivative Instruments and Hedging Activities”. This was 
followed in June 2000 when the FASB promulgated FAS 138, which amended FAS 133 and FAS 149, a further 
modification that was effective for contracts entered into or modified after June 30, 2003. In Canada the Accounting 
Standards Board (“AcSB”) intends to bring Canadian accounting standards into line with those in the U.S. through a 
two-stage approach. The first stage is an amendment to AcG-13, “Hedging Relationships”, which is effective January 
1, 2004 and establishes criteria to be satisfied before hedge accounting may be applied. The second stage 
comprises three exposure drafts that were issued on March 31, 2003. The culmination of stage two is expected to 
complete the harmonization of Canadian accounting for derivatives, for all intents and purposes, with U.S. GAAP. 
These accounting standards require that every derivative instrument, including certain derivative instruments 
embedded in other contracts, be recorded on the balance sheet as either an asset or liability measured at fair value. 
These standards further establish that changes in the fair value be recognized currently in earnings unless the 
arrangement can meet the “effective hedge’ criteria. 


Full Cost Accounting for Oil and Gas Activities (Ceiling Test) 

In July 2003, the AcSB issued Accounting Guideline 16, “Oil and Gas Accounting Full Cost” (“AcG-16”), replacing 
AcG-5. AcG-16 provides for methodology consistent with CICA Section 3063, “Impairment of Long-lived Assets’, 
CICA Section 3475, “Disposal of Long-lived Assets and Discontinued Operations” and FASB Statement No. 144, 
“Accounting for the Impairment and Disposal of Long-lived Assets”. ; 


Oil and gas assets are evaluated in each reporting period to determine that the carrying amount of an asset is 
recoverable and does not exceed the fair value of the properties. 


The carrying amounts are assessed to be recoverable when the sum of the undiscounted cash flows expected from 
the production of proved reserves, the lower of cost and market of unproved properties and the cost of major 
development projects exceeds the carrying amount of the asset. When the carrying amount is not assessed to be 
recoverable, an impairment loss is recognized to the extent that the carrying amount of the asset exceeds the sum of 
the discounted cash flows expected from the production of proved and probable reserves, the lower of cost and 
market of unproved properties and the cost of major development projects of the asset. The cash flows are 
estimated using expected future product prices and costs and are discounted using a risk-free interest rate. 


Prior to January 1, 2003 the ceiling test amount was the sum of the undiscounted cash flows expected from the 
production of proved reserves, the lower of cost or market of unproved properties and the cost of major development 
projects less estimated future costs for administration, financing, site restoration and income taxes. The cash flows 
were estimated using constant period-end prices and costs. 


CONTINUOUS DISCLOSURE OBLIGATIONS 


Effective March 31, 2004, the Company and all reporting issuers in Canada will be subject to new disclosure 
requirements as per National Instrument 51-102 “Continuous Disclosure Obligations” (NI 51-102). This new 
instrument is effective for fiscal years beginning on or after January 1, 2004. The instrument proposes shorter 
reporting periods for filing of annual and interim financial statements, MD&A and the Annual Information Form 
(“AIF”). The instrument also proposes enhanced disclosure in the annual and interim financial statements, MD&A 
and AIF. Under this new instrument, it will no longer be mandatory for Vaquero to mail annual and interim financial 
statements and MD8A to shareholders, but rather these documents will be provided on an “as requested” basis. It is 
Vaquero's intention to make these documents available on the Company's website on a continuous basis. 


VEACG@ USE ROO: HEN EViRIG LY 7k oT be, 


Management's Discussion & Analysis 


BUSINESS RISKS 


Vaquero faces a number of business risks with respect to its oil and gas exploration, development and production 
activities. Most of these risks are not within the Company's control. Risks can be categorized as financial, 
operational, or regulatory. 


Financial Risks 
Financial risks include commodity pricing, exchange and interest rates, access to equity markets and debt. 


Commodity price fluctuations result from market forces completely out of the Company's control and can significantly 
affect the Company's financial results. In addition, fluctuations between the Canadian dollar and the US dollar can 
also have a significant impact. Expenses are all incurred in Canadian dollars while crude oil and, to some extent, 
natural gas prices are based on reference prices denominated in US dollars. As a result of both of these factors 
Vaquero may enter into derivative instruments to partially mitigate the effects of downward price volatility. To 
evaluate the need for hedging, management, with direction from the Board of Directors, monitors future pricing trends 
together with cash flow necessary to fulfill capital expenditure requirements. Vaquero will only enter into a hedge to 
reduce downside uncertainty of pricing, not as a speculative venture. 


Vaquero meets regularly with members of the investment community to keep them fully aware of the Company's 
progress and plans. 


At December 31, 2003 Vaquero had approximately $5.0 million of debt, including working capital deficit. Although the 
Company is vulnerable to changes in interest rates, Vaquero endeavours to maintain a conservative approach to 
debt by not exceeding an annualized debt to cash flow ratio of 1:1 using a reasonable commodity price forecast. 
Vaquero also combines a flexible capital expenditure program with regular reviews of cash flow and pricing trends 
that allow Vaquero to react appropriately if cash flow is unexpectedly reduced. 


Operational Risks 

Operational risks include the production performance of producing properties, the uncertain results of capital 
expenditure programs, the competitive nature of the oil and gas business, the uncertainty of finding new reserves 
and the uncertainty of the economic viability of getting production to market. Vaquero endeavours to address these 
risks by, among other things, ensuring that its employees are highly qualified and motivated. Prior to initiating capital 
projects, the Vaquero technical team completes an economic analysis, which attempts to reflect the risks involved in 
successfully completing the project. In an effort to mitigate the risk of not finding new reserves, or of finding reserves 
that are not economically viable, Vaquero utilizes various technical tools, such as 2D and 3D seismic data, rock 
sample analysis and the latest drilling and completing technology. 


Insurance is in place to protect against major asset destruction or business interruption, including well blow-outs and 
pollution. In addition, Vaquero cultivates long-term relationships with its suppliers in an effort to ensure good service 
regardless of the current cycle of oil and gas activity. 


Regulatory Risks 

Regulatory risks include the possibility of changes to royalty, tax, environmental and safety legislation. Vaquero 
endeavours to anticipate the costs related to compliance and budget sensibly for them. Changes to environmental 
and safety legislation may also cause delays to Vaquero's drilling plans, its production efficiencies and may adversely 
affect its future earnings. Restrictive new legislation is a risk we cannot control. 
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{ SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS 


Certain statements in this annual report including those appearing in the Management's Discussion and Analysis 
and the “outlook” section, are forward-looking statements subject to substantial known and unknown risks and 
uncertainties, most of which are beyond Vaquero's control. These risks may cause actual financial and operating 
results, performance, levels of activity and achievements to differ materially from those expressed in, or implied by, 
such forward-looking statements. 


Such factors include, but are not limited to: the impact of general economic conditions in Canada and the United 
States; industry conditions including changes in laws and regulations including adoption of new environmental laws 
and regulations, and changes in how they are interpreted and enforced; competition; the lack of availability of 
qualified personnel or management; fluctuations in commodity prices; the results of exploration and development 
drilling and related activities; imprecision in reserve estimates; the production and growth potential of the Company's 
various assets; fluctuations in foreign exchange or interest rates; stock market volatility; risks associated with 
hedging activities; and obtaining required approvals of regulatory authorities. 


Accordingly, there is no assurance that the expectations conveyed by the forward-looking statements will prove to be 
correct. All subsequent forward-looking statements, whether written or orally attributable to the Company or persons 
acting on its behalf, are expressly qualified in their entirely by these cautionary statements. The Company 
undertakes no obligation to publicly update or revise any forward-looking statements. 
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Management's Responsibility 
for Financial Reporting 


All of the information in this annual report is the responsibility of management. Management, in accordance with 
Canadian generally accepted accounting principles, prepared the financial statements of Vaquero Energy Ltd. 
Management used estimates and careful judgment, particularly in those circumstances where transactions affecting 
current periods are dependent on information not known for certain until a future period. The financial information 
elsewhere in the annual report has been reviewed to ensure consistency in all material respects with that in the 
financial statements. 


The Company has designed and maintains internal controls to provide reasonable assurance that assets are 
properly safeguarded and that the financial records are well maintained and provide relevant, timely and reliable 
information to management. The financial statements have been prepared within reasonable limits of materiality and 
within the framework of the significant accounting policies as summarized in the notes accompanying the financial 
statements. 


External auditors appointed by the shareholders have conducted an independent examination in order to express 
their opinion on the financial statements. 


The Directors are responsible for ensuring that management fulfills its responsibilities for financial reporting and 
internal control. The directors exercise this responsibility through the Audit Committee. This committee, consisting 
of non-management directors, has met with the external auditors, reserve evaluators and management in order to 
satisfy itself that management has discharged its responsibilities and to review the financial statements before they 
are presented to the Board. The Board of Directors, on the recommendation of the Audit Committee, has approved 
the financial statements. 


Robert N. Waldner, PEng. Ronald S. Hozjan, CMA 
President and Chief Executive Officer Vice President Finance and Chief Financial Officer 
March 30, 2004 March 30, 2004 


Auditors’ Report 


We have audited the balance sheets of Vaquero Energy Ltd. as at December 31, 2003 and 2002 and the statements 
of operations and retained earnings (deficit) and cash flows for the years then ended. These financial statements are 
the responsibility of the Corporation's management. Our responsibility is to express an opinion on these financial 
statements based on our audits. 


We conducted our audits in accordance with Canadian generally accepted auditing standards. Those standards 
require that we plan and perform an audit to obtain reasonable assurance whether the financial statements are free 
of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and 
disclosures in the financial statements. An audit also includes assessing the accounting principles used and 
significant estimates made by management, as well as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial position of the 
Corporation as at December 31, 2003 and 2002 and the results of its operations and its cash flows for the years then 
ended in accordance with Canadian generally accepted accounting principles. 


KPMG cep 


Chartered Accountants 
Calgary, Canada 
March 30, 2004 
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Balance Sheets 


December 31, 2003 2002 
(restated note 3) 
Assets 
Current assets 
Cash and cash equivalents $ 2,056,342 $ 2,265,387 
Accounts receivable 5,788,734 945,047 
Prepaid expenses and deposits 183,104 252,079 
8,028,180 3,462,513 
Property, plant and equipment (note 3) 43,328,466 15,371,492 
$ 51,356,646 $ 18,834,005 
Liabilities and shareholders’ equity 
Current liabilities 
Accounts payable and accrued liabilities $ 10,233,820 $ 5,078,109 
Bank debt (note 4) 2,750,000 - 
12,983,820 5,078,109 
Asset retirement obligation 813,230 430,398 
Future income taxes (note 6) 5,017,747 774,338 
Shareholders’ equity 
Share capital (note 5) 27,843,249 VTA 
Contributed surplus (note 5) 136,985 - 
Retained earnings 4,561,615 179,945 
32,541,849 12,551,160 
$ 51,356,646 $ 18,834,005 


See accompanying notes to financial statements. 
Approved by the Board: 


George Armoyan 
Director 


Robert N. Waldner 
Director 
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Statements of Operations and 
Retained Earnings (Deficit) 


Years ended December 31, 2003 2002 
(restated note 3) 
Revenue 
Petroleum and natural gas sales 19,644,632 5,095,040 
Royalties (net of ARTC) (4,703,830) (815,196) 
Interest income 2,036 23,381 
14,942,838 4,303,225 
Expenses 
Production 2,445,000 1,043,377 
General and administration 1,607,846 1,455,831 
Depletion, depreciation and accretion 4,276,505 2,069,899 
Interest 122,237 35,329 
Commitment settlement (note 9) = 47,277 
8,451,588 4,651,713 
Earnings (loss) before taxes 6,491,250 (348,488) 
Taxes 
Capital taxes 69,038 4,556 
Future income taxes (reduction) (note 6) 2,040,542 (517,214) 
2,109,580 (512,658) 
Net earnings for the year 4,381,670 164,170 
Retained earnings (deficit), beginning of year, as previously reported 175,240 (28,873,039) 
Retroactive effect of changes in accounting policy (note 3) 4,705 OES 
Retained earnings (deficit), beginning of year, as restated 179,945 (28,857,264) 
Reduction of share capital (note 5(e)) - 28,873,039 
Retained earnings, end of year 4,561,615 179,945 
Earnings per share (note 7) 
Basic 0.12 0.01 
Diluted 0.11 0.01 
Weighted average common shares outstanding during the year 37,332,811 28,979,404 


See accompanying notes to financial statements. 
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Statements of Cash Flows 


Years ended December 31, 


2003 2002 


Cash provided by (used in): 


(restated note 3) 


Operations 
Net earnings for the year $ 4,381,670 $ 164,170 
Iterns not involving cash: 
Stock-based compensation 136,985 = 
Depletion, depreciation and accretion 4,276,505 2,069,899 
Future income taxes (reduction) 2,040,542 (517,214) 
Funds from operations 10,835,702 1,716,855 
Change in non-cash working capital (667,841) (907,001) 
10,167,861 809,854 
Financing 
Increase in bank debt 2,750,000 - 
Issue of common shares relating to private placements 18,977,250 3,877,596 
Issue of common shares relating to exercise of options 38,350 = 
Share issue costs (1,340,699) (82,774) 
Fulfillment of additional flow-through costs (note 9) - (1,898,176) 
20,424,901 1,896,646 
Investing 
Property, plant and equipment additions (31,850,647) (13,680,595) 
Proceeds on sale of property, plant and equipment = 3,183,447 
Change in non-cash working capital 1,048,840 3,154,904 
(30,801,807) (7,342,244) 
Change in cash and cash equivalents (209,045) (4,635,744) 
Cash and cash equivalents, beginning of year 2,265,387 6,901,131 
Cash and cash equivalents, end of year $ 2,056,342 $ 2,265,387 
Represented by 
Cash $ 56,342 $ 2,265,387 
Term deposits 2,000,000 - 
$ 2,056,342 $e 2,200,001 
Payments 
Capital taxes $ 69,037 $ 4,556 
Interest $ 122,237 $ 35,329 


See accompanying notes to financial statements. 
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Notes to the Financial Statements 


Years ended December 31, 2003 and 2002 


1. NATURE OF OPERATIONS 


Vaquero Energy Ltd. (the "Corporation") is engaged in the acquisition, development and production of petroleum and 
natural gas properties in the Western Canada Sedimentary Basin. 


2. SIGNIFICANT ACCOUNTING POLICIES 


The financial statements of the Corporation have been prepared by management in accordance with Canadian 
generally accepted accounting principles. Since the determination of many assets, liabilities, revenues and 
expenses is dependent upon future events, the preparation of these financial statements requires the use of 
estimates and assumptions, which have been made with careful judgment. In the opinion of management, these 
financial statements have been properly prepared within reasonable limits of materiality and within the framework of 
the significant accounting policies summarized below. 


(a) Property, plant and equipment: 
The Corporation follows the full cost method of accounting for oil and gas operations whereby all costs associated 


with the exploration for and development of oil and gas reserves, whether productive or unproductive, are capitalized. 


Such costs include lease acquisition, drilling, geological and geophysical, equipment costs and overhead expenses 
related to exploration and development activities. Costs of acquiring and evaluating unproved properties are 
excluded from depletion calculations until it is determined whether or not proved reserves are attributable to the 
properties or impairment occurs. 


Proceeds from the sale of oil and gas properties are applied against capitalized costs, with no gain or loss 
recognized, unless such a sale would alter the rate of depletion and depreciation by more than 20%. 


Depletion of oil and gas properties and depreciation of production equipment is provided on accumulated costs using 
the unit-of-production method based on estimated proved oil and gas reserves, before royalties, as determined by 
independent engineers. Production and reserves of natural gas are converted to equivalent barrels of crude oil 
based on the energy equivalent ratio of six thousand cubic feet of natural gas to one barrel of crude oil. This 
conversion ratio is based upon an energy equivalent conversion method primarily applicable at the burner tip and 
does not represent value equivalence at the wellhead. 


The depletion and depreciation cost base includes total capitalized costs, less costs of unproved properties, plus 
provision for future development costs of proved undeveloped reserves. 


The net carrying value of the Corporation's oil and gas properties is limited to an ultimate recoverable amount. This 
amount is the aggregate of estimated future net revenues from proved reserves and the costs of unproved 
properties, net of impairment allowances, less future estimated production costs, general and administrative costs, 
financing costs, asset retirement obligation and income taxes. Future net revenues are estimated using prices and 
costs without escalation or discounting, and the income tax and Alberta Royalty Tax Credit legislation in effect at the 
year-end. 


(b) Office furniture and equipment: 
Office furniture and equipment are recorded at cost and are depreciated on the declining balance basis using rates 
varying from 15% to 100%. 


(c) Leasehold improvements: 
Leasehold improvements are recorded at cost and are depreciated on a straight-line basis over the lease term. 
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Notes to the Financial Statements 


Years ended December 31, 2003 and 2002 


(d) Asset retirement obligations: 

The Corporation has adopted the asset retirement obligation method of recording the future cost associated with 
removal, site restoration and asset retirement costs. The fair value of the liability for the Corporation's asset 
retirement obligation is recorded in the period in which it is incurred, discounted to its present value using the 
Corporation's credit adjusted risk-free interest rate and the corresponding amount is recognized by increasing the 
carrying amount of property, plant and equipment. The liability amount is increased each reporting period due to the 
passage of time and the amount of accretion is charged to earnings in the period. Revisions to the estimated timing 
of cash flows or to the original estimated undiscounted cost could also result in an increase or decrease to the 
obligation. Actual costs incurred upon settlement of the retirement obligation are charged against the obligation to 
the extent of the liability recorded. Any difference between the actual costs incurred upon settlement of the obligation 
and the recorded liability is recognized in earnings in the period in which settlement occurs. This change in 
accounting policy has been applied retroactively with restatement of prior periods for comparative purposes (note 3). 


Previously, the Corporation recognized a provision for estimated future removal and site restoration costs calculated 
by the unit-of-production method over the remaining proved reserves. The annual charge was included in the 
provision for depletion and depreciation, with removal and site restoration expenditures charged to the accumulated 
provision as incurred. 


(e) Interest in joint ventures: 

Substantially all of the Corporation's oil and gas exploration and development activities are conducted jointly with 
others and, accordingly, the financial statements reflect only the Corporation's proportionate interest in such 
activities. 


(f) Income taxes: 

The Corporation uses the liability method of accounting for future income taxes, under which future income tax 
assets and liabilities are determined based on "temporary differences" and are measured using the current, or 
substantively enacted, tax rates and laws expected to apply when these differences reverse. A valuation allowance 
is recorded against any future income tax assets if it is more likely than not that the asset will not be realized. 


(g) Foreign currency translation: 

Assets and liabilities denominated in foreign currencies are translated into Canadian dollars at the year-end rates of 
exchange. Revenues and expenses are translated at the rates in effect at the time of the transactions. Foreign 
currency gains and losses are included in the determination of net earnings. 


(h) Stock-based compensation plan: 

During 2003, the Corporation early adopted a new accounting standard, which requires the use of the fair value 
method for valuing stock option grants. Under this method, compensation cost attributable to all share options 
granted is measured at fair value at the grant date and expensed over the vesting period with a corresponding 
increase to contributed surplus. Upon the exercise of the stock options, consideration received together with the 
amount previously recognized in contributed surplus is recorded as an increase to share capital. Pursuant to the 
transitional rules, the expense recognized applies to stock options granted on or after January 1, 2003. The impact 
of the adoption of this amended standard is disclosed in note 5(d). 


The Corporation has not incorporated an estimated forfeiture rate for stock options that will not vest, rather, the 
Corporation accounts for actual forfeitures as they occur. 
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Notes to the Financial Statements 


Years ended December 31, 2003 and 2002 


(i) Financial instruments: 

The Corporation may utilize derivative financial instrument contracts to reduce its exposure to commodity price 
fluctuations. These contracts are designated, and are effective, as hedges and are not utilized for speculative 
purposes. Payments and receipts on these contracts are recognized in sales revenues at the time of sale of the 
related production. 


For cash flow hedges, effectiveness is achieved if the changes in the cash flows of the derivative substantially offset 
the changes in the cash flows of the hedged position and the timing of the cash flows is similar. Effectiveness for fair 
value hedges is achieved if the fair value of the derivative substantially offsets changes in the fair value attributable to 
the hedged item. In the event that a derivative does not meet the designation or effectiveness criteria, the gain or 
loss on the derivative is recognized in earnings. If a derivative that qualifies as a hedge is settled early, the gain or 
loss at settlement is deferred and recognized when the gain or loss on the hedged transaction is recognized. 


(j) Cash and cash equivalents: 
Cash and cash equivalents include term deposits and investments with original maturities of three months or less. 


(k) Per share amounts: 

Basic per share amounts are calculated using the weighted average common shares outstanding during the year. 
Diluted per share amounts are calculated using the treasury stock method. Diluted calculations reflect the weighted 
average incremental common shares that would be issued upon exercise of dilutive options assuming the proceeds 
would be used to repurchase shares at average market prices for the period. Anti-dilutive options are not included in 
the calculation. 


(Il) Measurement uncertainty: 

The amounts recorded for depletion and depreciation of property, plant and equipment and the provision for asset 
retirement obligations are based on estimates. The cost ceiling is based on such factors as estimated proved 
reserves, production rates, oil and natural gas prices and future costs. By their nature, these estimates are subject to 
measurement uncertainty and may impact the financial statements of future periods. 


(m) Flow-through shares: 

The resource expenditure deductions for income tax purposes related to exploratory and development activities 
funded by flow-through share arrangements are renounced to investors in accordance with tax legislation. The 
estimated cost of the renounced tax deductions are reflected in share capital and future income taxes when the 
expenditures are renounced. 


(n) Revenue recognition: 
Petroleum and natural gas revenues are recognized when the title and risk pass to the purchaser. 


(o) Comparative figures: 
Certain comparative figures have been reclassified to conform with current year presentation. 
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Notes to the Financial Statements 


Years ended December 31, 2003 and 2002 


{ 3. PROPERTY, PLANT AND EQUIPMENT 

Accumulated 

depletion 
and Net book 
2003 Cost depreciation value 
Oil and gas properties $ 51,212,165 $ 14,790,887 $ 36,421,278 
Equipment and facilities 7,450,502 1,355,306 6,095,196 
Asset retirement cost 713,765 96,339 617,426 
Other 755,343 560,777 194,566 
$ 60,131,775 $ 16,803,309 $ 43,328,466 

2002 

Oil and gas properties $ 23,809,367 $ 11,248,293 $ 12,561,074 
Equipment and facilities 3,037,365 805,385 2,231,980 
Asset retirement cost 388,419 41,746 346,673 
Other 720,631 488,866 231,765 


$ 27,955,782, $ 12,584,290 $ 15,371,492 


As at December 31, 2003, undeveloped costs of $7,092,560 (2002 - $733,054) were excluded from the depletion 
calculation, and future development costs of $3,823,000 (2002 - $1,834,000) were included in the depletion 
calculation. 


During the year ended December 31, 2003, the Corporation capitalized $650,521 (2002 - $474,498) of general and 
administrative costs relating to exploration and development activities. 


In December 2003, the Corporation early adopted a new accounting standard for asset retirement obligations 
(‘ARO’). As a result of this change, net earnings for the year ended December 31, 2003 decreased by $37,748, the 
ARO increased by $382,832 and net property, plant and equipment increased by $270,753. Opening 2003 retained 
earnings increased by $4,705 to reflect the cumulative impact of accretion and depletion expense, net of the 
previously recorded cumulative provision for site restoration. The previously reported amounts for 2002 have been 
restated due to the retroactive application of this new standard. Net earnings for the year ended December 31, 2002 
decreased by $11,070, the ARO liability as at December 31, 2002 was increased from the previously recorded 
provision for site restoration by $341,968 to $430,398, net property, plant and equipment increased by $346,673, the 
opening deficit decreased by $15,775 to reflect the cumulative impact of accretion and depletion expense, less the 
previously recorded cumulative site restoration provision. 


During the year ended December 31, 2003 an accretion expense of $57,486 (2002 - $39,073) was included in the 
depletion calculation. In calculating the Corporation's future asset retirement obligations, an annual credit adjusted 
risk free interest rate of 8% and an annual inflation rate of 2.4% was used to calculate the accretion expense. 


4. BANK DEBT 


At December 31, 2003, the Corporation had available a $17.0 million revolving operating demand loan (net of any 
working capital deficit) and a $3.0 million non-revolving development demand loan with a Canadian chartered bank. 
The revolving operating demand loan bears interest at the lender's prime rate plus 1/4% or banker's acceptance 
rates plus a 1.5% stamping fee. The loans are secured by a $35.0 million first floating demand debenture covering 
all of the Corporation's assets. No amounts were drawn under the non-revolving development loan at December 31, 
2003. 
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5. SHARE CAPITAL 
(a) Authorized: 
Unlimited number of common shares without nominal or par value. 


Unlimited number of first and second preferred shares, of which none have been issued. 


(b) Issued and outstanding: 


Number 
of shares Amount 
Balance, December 31, 2001 27,320,639 $ 38,341,182 
Issued as private placement (note 5(g)) 6,802,800 3,877,596 
Future income tax effect of 2002 renouncements = (926,600) 
Reduction of deficit = (28,873,039) 
Share issuance costs (net of future taxes of $34,850) 5 (47,924) 
Balance, December 31, 2002 34,123,439 T2874 Zs 
Issued on exercise of stock options 41,000 38,350 
Future income tax effect of 2003 renouncements = (2,704,694) 
Issued as private placement (note 5(h)) 6,075,000 9,903,750 
Share issuance costs (net of future taxes of $501,827) = (838,872) 
Issued as private placement (note 5(i)) 3,090,000 9,073,500 
Balance, December 31, 2003 43,329,439 $ 27,843,249 


(c) Stock options: 

The Corporation has a stock option plan to provide options for directors, officers and employees to purchase 
common shares of the Corporation. In accordance with the Corporation's incentive stock option plan, all options 
have an exercise price equal to or greater than the market price at the date of grant. 


The stock options are exercisable over a five-year period exercisable on a cumulative basis ranging from 25% to 
33% per year. 


Stock options issued and outstanding are as follows: 


2003 2002 

Weighted Weighted 

Number average Number average 

of exercise of exercise 

options price options price 

Outstanding, beginning of year 2,669,000 $ 1.80 2,227,000 $ 3.28 
Granted 993,300 1.57 1,542,000 0.94 
Exercised (41,000) 0.94 - - 
Expired or cancelled (15,000) 3.00 (1,100,000) 357 
Outstanding, end of year 3,606,300 $ 1.75 2,669,000 $ 1.80 
Exercisable, end of year 2,105,901 $ 2.03 1,303,548 $ 2.18 
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: The following table summarizes information about stock options outstanding and exercisable at December 31, 2003: 
Options outstanding Options exercisable 

Weighted 

average 

remaining 

Number contractual Number 

Exercise price outstanding life (years) exercisable Exercise price 
$ 0.92 611,000 3.29 400,627 $ 0.92 
0.95 890,000 3.05 593,274 0.95 
1.30 676,000 4.26 - 1.30 
2.10 193,000 4.62 - 2.10 
PLAS 124,300 4.82 - 2.25 
3.00 1,112,000 2.47 1,112,000 3.00 
$ 0.92 -3.00 3,606,300 3.28 2,105,901 $ 2.03 


(d) Stock-based compensation: 

During 2003, the Corporation early adopted a new accounting standard for stock-based compensation payments 
which requires the use of the fair value method for recognizing a compensation cost for stock options granted to 
employees and directors. Pursuant to the transition rules, the expense recognized applies to stock options granted 
in 2003. The impact of the adoption of this amended standard was an increase of $136,985 to general and 
administrative expense, of which $47,000 was capitalized as it was related to exploration and development activities, 
with a corresponding increase to contributed surplus. All prior quarters in 2003 have been restated for this accounting 
change. 


The weighted average fair value of stock options per share granted was $1.05 (2002 - $0.71) during the year ended 
December 31, 2003. The Corporation has used the Black-Scholes option pricing model with the following 
assumptions: risk-free interest rate of 4.0%, expected life of 5 years and expected volatility ranging from 51-94%. 
The Corporation continues to disclose the pro forma impact of stock options granted in 2002. Had compensation 
expense been determined for options issued during 2002 based upon the fair value at the grant dates for options 
awarded under the stock option plan, the Corporation's earnings for the year ended December 31, 2003 and 2002, 
and the Corporation's earnings per share would have been adjusted to the pro forma amounts indicated below: 


2003 2002 
Net earnings for the year - as reported $ 4,381,670 $ 164,170 
Net earnings (loss) for the year - pro forma $ 3,958,673 $ (178,460) 
Earnings per share - basic - as reported $ 0.12 $ 0.01 
Earnings per share - diluted - as reported $ 0.11 $ 0.01 
Earnings (loss) per share - basic - pro forma $ 0.11 $ (0.01) 
Earnings (loss per share - diluted - pro forma $ 0.10 $ (0.01) 


(e) Reduction of share capital: 

At the Annual and Special Meetings held June 6, 2001 and June 17, 2002, the shareholders of the Corporation 
adopted a special resolution to reduce the stated capital of the common shares by $11,821,171 and $28,873,039 
respectively and, as a result, the deficit of the Corporation was reduced by the same amount. 


(f) Normal course issuer bid: 

The Corporation has a Normal Course Issuer Bid in effect from April 15, 2003 to April 14, 2004, to purchase for 
cancellation, as the Corporation considers advisable, up to 1,000,000 common shares of the Corporation. As at 
December 31, 2003 the Corporation has not repurchased any shares pursuant to the Normal Course Issuer Bid. 
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(g) Private placement October 2002: 


On October 4, 2002, the Corporation issued 4,561,404 flow-through shares at a price of $0.57 per share for total 
proceeds of $2,600,000 and $2,241,396 common shares at a price of $0.57 per share for total proceeds of 
$1,277,596. At December 31, 2003, the Corporation had incurred and renounced $2,600,000 of qualified 


expenditures pursuant to the flow-through shares. 


(h) Private placement June/July 2003: 


During June and July 2003, the Corporation issued 1,625,000 flow-through shares at a price of $1.85 per share for 
total gross proceeds of $3,006,250 and 4,450,000 common shares at a price of $1.55 per share for total gross 
proceeds of $6,897,500. At December 31, 2003, the Corporation had incurred and renounced $3,006,250 of 


qualified expenditures pursuant to the flow-through shares. 


(i) Private placement December 2003: 


During December 2003, the Corporation issued 1,180,000 flow-through shares at a price of $3.40 per share for total 
gross proceeds of $4,012,000 and 1,910,000 common shares at a price of $2.65 per share for total gross proceeds 
of $5,061,500. At December 31, 2003, the Corporation had renounced $4,012,000 of qualified expenditures 
pursuant to the flow-through shares and is required to incur $3,691,000 of qualifying expenditures prior to December 


31, 2004 to satisfy its obligations pursuant to the flow-through share financing. 


6. INCOME TAXES 


The tax provision differs from the expected tax provision obtained by applying the combined Federal and Provincial 


statutory tax rates to earnings (loss) before taxes as follows: 


2003 2002 
Expected tax rates 40.6% 42.1% 
Expected income tax expense (reduction) $ 2,636,746 $ (142,120) 
Decrease (increase) in taxes resulting from: 
Non-deductible Crown charges, net of ARTC 1,523,095 300,184 
Federal resource allowance (1,302,839) (184,738) 
Change in valuation allowance (573,487) 119,618 
Change in enacted tax rates (328,338) (29,033) 
Other 85,365 - 
Previously unrecognized tax basis - (461,507) 
Attributed Canadian Royalty Income - (119,618) 
Future income taxes (reduction) $ 2,040,542 $ = (617,214) 
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The components of the net future income tax liability are as follows: 


2003 2002 

Future income tax liabilities: 
Property, plant and equipment $ (6,387,204) $ (1,084,398) 

Future income tax assets: 

Asset retirement obligation 281,540 135,963 
Share issue costs 424,412 174,097 
Non-capital losses 112,075 = 
Capital losses and other 4,529,859 5,468,954 
5,347,886 5,779,014 
Valuation allowance (3,978,429) (5,468,954) 
Net future income tax liability $ (5,017,747) $ (774,338) 


At December 31, 2003, the Corporation had $22,983,414 in capital losses and $283,000 of non-capital losses that 
will expire in 2009. 


7. PER SHARE AMOUNTS 


In computing diluted earnings per share, 821,609 shares (2002 - nil) were added to the 37,332,811 (2002 - 
28,979,404) weighted average number of common shares outstanding during the year for the dilutive effect of stock 
options. In 2003, options to purchase 1,112,000 (2002 - 2,669,000) common shares were not included in the 
computation because they were anti-dilutive. No adjustments were required to reported earnings in computing 
diluted per share amounts. 


8. FINANCIAL INSTRUMENTS 


The Corporation is exposed to fluctuations in commodity prices, interest rates and exchange rates. The Corporation 
monitors and, when appropriate, utilizes financial instruments to manage its exposure to these risks. 


(a) Commodity price risk management: 
The Corporation periodically enters into oil and gas pricing agreements to provide it with exposure to a variety of 
pricing indices. As at December 31, 2003, the Corporation had no outstanding derivative contracts. 


Subsequent to December 31, 2003, the Corporation entered into two costless collar West Texas Intermediate 
physical crude oil hedges for the period January 1, 2004 to March 31, 2004. Each hedge was for 300 barrels of oil 
per day, the first with a price range of $26.00 US/bbl - $31.15 US/bbl and the second with a price range of $29.00 
US/bbl - $31.90 US/bbI. On March 18, 2004, the Corporation also entered into a costless physical AECO natural gas 
collar for the period April 1, 2004 to October 31, 2004. This hedge was for 2,000 gigajoules (GJ) per day with a price 
range of $5.60/GJ - $7.50/GJ Canadian. 
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(b) Foreign currency risk management: 

The Corporation is exposed to foreign currency fluctuations. The Corporation may periodically use financial 
instruments, including forward exchange contracts and currency options to manage this exposure. At December 31, 
2003, there were no contracts or options outstanding. 


(c) Credit risk management: 

Accounts receivable include amounts receivable for oil and gas sales. These sales are generally made to large, 
credit-worthy purchasers. The Corporation views the credit risks on these items as insignificant. Amounts receivable 
for joint venture partners included in accounts receivable are recoverable from production and, accordingly, the 
Corporation views the credit risk on these amounts as insignificant. 


(d) Interest rate risk: 
The Corporation is exposed to interest rate risk to the extent that the bank debt is at a floating rate of interest. 


(e) Fair values of financial instruments: 

Cash and cash equivalents, accounts receivable, and accounts payable and accrued liabilities have carrying values 
that approximate fair value due to the near term maturity of these financial instruments. The Corporation's bank debt 
bears interest at a floating market rate and accordingly the fair market value approximates the carrying value. 


9. PROVISION FOR ADDITIONAL FLOW-THROUGH COSTS 
At December 31, 2002, the Corporation had fulfilled its commitments pursuant to provisions of flow-through 


agreements entered into from 1997-1999 for costs related to not completing certain aspects of these agreements. 
During 2002, the Corporation incurred $47,277 of costs related to the finalization of this matter. 
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